Cityscape

A Journal of Policy
Development and Research

BORROWER BEWARE
VoLuME 18, NUMBER 2 * 2016

Or
e %
QQ/ H Oom
% &
S H %
* || *
>, &
2, | =
%
D, @@Q/ Nt
AN DEVE :‘igi‘ﬁ\'/‘* 2
3

U.S. Department of Housing and Urban Development | Office of Policy Development and Research




Managing Editor: Mark D. Shroder
Associate Editor: Michelle P. Matuga

Advisory Board

Dolores Acevedo-Garcia
Brandeis University

Ira Goldstein
The Reinvestment Fund

Richard K. Green
University of Southern California

Mark Joseph
Case Western Reserve University

Matthew E. Kahn
University of California, Los Angeles

C. Theodore Koebel
Virginia Tech

Jens Ludwig
University of Chicago

Mary Pattillo
Northwestern University

Carolina Reid
University of California

Patrick Sharkey
New York University



[PR

Cityscape

A Journal of Policy
Development and Research

BORROWER BEWARE
VorLuME 18, NUMBER 2 ¢ 2016

U.S. Department of Housing and Urban Development

Office of Policy Development and Research



The goal of Cityscape is to bring high-quality original research on housing and community develop-
ment issues to scholars, government officials, and practitioners. Cityscape is open to all relevant
disciplines, including architecture, consumer research, demography, economics, engineering,
ethnography, finance, geography, law, planning, political science, public policy, regional science,
sociology, statistics, and urban studies.

Cityscape is published three times a year by the Office of Policy Development and Research
(PD&R) of the U.S. Department of Housing and Urban Development (HUD). Subscriptions are
available at no charge and single copies at a nominal fee. The journal is also available on line at
huduser.gov/periodicals/cityscape.html.

PD&R welcomes submissions to the Refereed Papers section of the journal. Our referee process
is double blind and timely, and our referees are highly qualified. The managing editor will also
respond to authors who submit outlines of proposed papers regarding the suitability of those
proposals for inclusion in Cityscape. Send manuscripts or outlines to cityscape@hud.gov.

Opinions expressed in the articles are those of the authors and do not necessarily reflect the
views and policies of HUD or the U.S. government.

Visit PD&R’s website, huduser.gov, to find this report and others sponsored by PD&R. Other

services of HUD USER, PD&R’ Research and Information Service, include listservs, special interest
and bimonthly publications (best practices, significant studies from other sources), access to public
use databases, and a hotline (1-800-245-2691) for help with accessing the information you need.


http://huduser.gov/periodicals/cityscape.html
mailto:cityscape%40hud.gov?subject=
http://huduser.gov

Contents

Symposium
BOTTOWEY BEWATC ... 1
Guest Editors: Padmasini Raman and Pamela Lee

Guest Editors’ Introduction
Borrower Beware: Challenges in Providing and Using Consumer Credit....................c.......... 3

Credit Invisibles and the Unscored.........................occoooiiiiiii e, 9
by Kenneth P. Brevoort, Philipp Grimm, and Michelle Kambara

What's the Point(s)? Information Content and Messaging Strategies in Mortgage Loan
AAVETTISINEIITS ... 35
by Vanessa G. Perry, Carol M. Motley, and Robert L. Adams, Jr.

A Roll of the Dice: Debt Settlement Still a Risky Strategy for Debt-Burdened
HOUSEROLAS ... 55
by Leslie Parrish

Prepurchase Counseling Effects on Mortage Performance: Empirical Analysis of
NeighborWorks® America’s EXPerience. ............cocooooiiiiiiiiiiiiiiieii e 73
by Neil S. Mayer and Kenneth Temkin

Commentary: How Housing Counseling, Financial Education, and Consumer

Guardrails Can Support Responsible BOTTOWETS ..o 99
by Sarah Gerecke

Refereed PAPETS .............coooooiiviiiiiiiiiiece e 107
Housing Decisions Among Low-Income Hispanic Households in Chicago.......................... 109

by Laura Carrillo, Mary Pattillo, Erin Hardy, and Dolores Acevedo-Garcia

The Role of Nonprofit Organizations in Homeless Policy Networks: A Research Note ...... 151
by Jesus N. Valero and Hee Soun Jang

DePartMENts ... 163

Data Shop
Trend-Spotting in the Housing Market...................cocoooiiiiiiiiiii e 165
by Nikos Askitas

Graphic Detail
Leveling the Playing Field: School District Spending in Diverse Communities .................. 179
by Alexander Din

Industrial Revolution
Breathing Wall: Concept and Thermal Performance ..., 183
by Zhigiang (John) Zhai

Cityscape



Contents

Foreign Exchange

Promoting Access to Affordable Housing Finance: Morocco’s Fogarim Guarantee Fund

and U.S. Housing Finance

by Alven Lam and Christopher Feather

Evaluation Tradecraft

Tracking and Interviewing Family Options Study Participants....................cc.ccocoeiin,
by Debi Mclnnis and Brenda Rodriguez

Referees 2015-16 ..............

iv  Volume 18, Number 2



Symposium

Borrower Beware

Guest Editors: Padmasini Raman and Pamela Lee

Cityscape: A Journal of Policy Development and Research ¢ Volume 18, Number 2 « 2016 Cityscape 1
U.S. Department of Housing and Urban Development e Office of Policy Development and Research



2 Borrower Beware



Guest Editors’ Introduction

Borrower Beware:
Challenges in Providing
and Using Consumer Credit

Padmasini Raman
Federal Housing Finance Agency

Pamela Lee
U.S. Department of Housing and Urban Development

The views expressed in this introduction are those of the guest editors and do not necessarily reflect the
official positions or policies of the Federal Housing Finance Agency, Federal Housing Administration, U.S.
Department of Housing and Urban Development, or U.S. government.

The provision of consumer credit is a critically important part of the U.S. economy. Since 1987,
consumer spending has accounted for more than two-thirds of gross domestic product (GDP) and,
in recent history, has averaged roughly 70 percent of GDP. Consumer spending is a key driver of
economic growth, fueling demand for goods and services, which, in turn, generates jobs. This
growth in consumer spending has been facilitated by the development of the consumer financial
services sector, enabling households to leverage their assets and smooth consumption over time.
The use of consumer financial services, including various kinds of debt instruments, has become a
backbone of the U.S. economy. Access to consumer credit (including mortgage debt) has emerged
as a critical bridge that must be crossed to access the mainstream economy, which in turn requires
that consumers possess adequate credit histories and demonstrate their ability to manage such
credit. Historically, however, the path to the provision and use of consumer credit has been uneven
and strewn with pitfalls. Credit costs and access vary, and information asymmetries abound, mak-
ing the path perilous for all but the savviest borrowers.

The articles in this symposium of Cityscape examine some of the challenges in making credit
available to consumers. The first article in this issue (Brevoort, Grimm, and Kambara, 2016)
provides new insight into the characteristics of borrowers with limited or no credit history, and it
examines the implications for recent efforts to reach some of these borrowers through alternative
credit-scoring models that rely on rent or utility payment histories. The next two articles examine
information asymmetries faced by borrowers who are able to access mainstream financial services
and products. One article (Perry, Motley, and Adams, Jr., 2016) looks at the content of mortgage
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Raman and Lee

advertising, and the other (Parrish, 2016) examines the performance of for-profit debt-settlement

companies. The final article (Mayer and Temkin, 2016) examines a key policy emphasis in recent

years: prepurchase counseling to improve financial literacy and prevent borrowers from becoming
delinquent on their debt.

Access to Credit

The 7 years since the end of the Great Recession have been marked by a recovering economy, but
many indicators suggest that, as the mortgage market has shifted toward borrowers with pristine
credit scores, credit rationing has impeded a more robust recovery. Compared with more typical
lending periods, median FICO™ scores for purchase loans have increased by nearly 50 points, to
the 750s, and the composition of FICO scores has changed, with substantially reduced lending

to mid- and lower-range FICO borrowers. Many postcrisis policies have focused on expanding
access to lower-credit, responsible borrowers. These policies are important for creating economic
opportunity for lower-income, credit-impaired borrowers, but they fail to address the needs of the
millions of borrowers with thin or no credit history. To reach these Americans, policymakers have
largely focused on alternative credit-scoring models, such as those that rely on rent, utility, or cell

phone payment history, to inform a credit score that models borrowers’ ability to assume and pay
off debt.

As the first article in this symposium discusses, however, alternative credit-scoring models can
address only part of the problem. Kenneth P. Brevoort, Philipp Grimm, and Michelle Kambara
analyze the data records of three major nationwide credit reporting agencies. Such records form the
basis by which mainstream credit providers assess creditworthiness while underwriting and pricing
for risk. They have also evolved into a screen for areas unrelated to credit provision, including
employment and access to rental housing. As a result, such credit records, or the lack thereof,

can fundamentally affect a borrower’s financial well-being and access to the mainstream economy.
Brevoort, Grimm, and Kambara (2016) estimate that about 26 million adults (approximately

11 percent of the adult population) can be classified as being without credit records, or “credit
invisibles”; these individuals are severely limited in their ability to access mainstream financial
products. Alternate credit-scoring models do not help this segment at all. In addition, another

19.6 million adults (or 8.3 percent) have credit records that cannot be scored using traditional or
conventional scoring models; these individuals are termed the “unscored.” The authors explore the
composition of both segments and find that they are skewed toward young, elderly, minority, and
lower-income individuals.

Brevoort, Grimm, and Kambara find that current policy prescriptions, such as establishing alterna-
tive credit data sources or credit-scoring models, will help only some of the unscored population.
For example, alternative credit models will help only the unscored population with utility accounts
or rental agreements in their own name. Further, because credit-scoring models (conventional or
alternate) rely on the observable performance of a sufficiently representative sample of consumers,
they may not be able to produce unbiased estimates for all subsegments. Lenders react to the
poorly performing models by imposing credit overlays or screens, thereby negating the impact of
alternative credit models.
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Deceptive Practices

The problematic extension of credit and deceptive lending practices were evident during (and
some would say precipitated) the recent housing and financial crisis. In response to these practices,
regulators reformed the financial system and enhanced consumer protections through regulations
such as the Dodd-Frank Wall Street Reform and Consumer Protection Act.' Despite new mortgage
disclosure forms and regulations, borrowers face significant barriers to collecting information, and
those barriers may lead them to make less optimal financial decisions.

Mortgage Advertising

In their article, Vanessa G. Perry, Carol M. Motley, and Robert L. Adams, Jr., find that postcrisis
regulations may not go far enough to enhance consumer decisionmaking in the mortgage market.
The authors point out that the 2011 Mortgage Acts and Practices—Advertising Rule,” which pro-
hibits false and misleading claims in mortgage advertisements, primarily applies to advertisements
that convey verifiable facts (such as interest rates or loan fees and terms). By contrast, transforma-
tional advertisements that rely on subjective claims and emotional responses to drive consumer
behavior are not subject to the same regulatory standard. In their content analysis of thousands of
mortgage advertisements placed in television, radio, print, and online media, Perry, Motley, and
Adams (2016) find that incidences of factual or verifiable information were relatively rare and that
advertisements tend to rely on transformational messaging. Moreover, the type of transformational
messaging differed depending on the target audience—ads targeted to general audiences relied on
positive frames, which emphasized the product as a gateway to an opportunity, but ads targeted
to African-American and Hispanic audiences more often relied on negative framing, emphasizing
negative outcomes or situations to be avoided by using the advertised product.

The authors note that these findings underscore that mortgage advertisements cannot be relied

on to convey useful data to inform a consumer’s search for mortgage credit. Regulators have
implemented rules to curb deceptive advertising but, to date, have not forced mortgage lenders to
convey useful data and facts that ensure borrowers obtain the most appropriate product for their
economic situation and needs. How can regulators support consumers’ ability to critically evaluate
mortgage offerings? The authors suggest that mortgage regulators look to the Food and Drug
Administration’s (FDA’s) oversight of pharmaceutical drug advertisements. FDA regulations require
pharmaceutical advertisements to use standard language and to include risk information whenever
promoting product benefits. In addition, the FDA prohibits advertisers from relying on strictly
transformational advertisements.

Debt Assistance

The ability to take on debt can fuel economic growth and contribute to economic mobility, quality
of life, and wealth creation; however, it can also create problems for borrowers who fall behind
on their payments. With about $700 million in total credit card debt outstanding nationwide, the

! Pub. L. 111-203 (July 21, 2010).
216 CFR Part 321. Federal Register 76 (141) July 22, 2011.
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average household with a credit card balance owes about $15,800 (El Issa, 2015; Federal Reserve
Bank of New York, 2015). Most borrowers will be able to resolve their outstanding payments, but
some will need assistance in dealing with their debt loads. Through television and radio advertis-
ing, for-profit debt-settlement companies have marketed themselves as one reliable, affordable
option for borrowers who need help resolving their debt issues.

In her article, Leslie Parrish examines whether consumers benefit from using for-profit debt-
settlement companies. Analyzing a data set of 56,000 consumers who enrolled in debt-settlement
programs, Parrish (2016) finds that, in contrast to claims made in debt-settlement company
advertisements, most enrolled consumers did not experience a positive or improved financial
position, despite improved consumer protections enacted by the Federal Trade Commission in
2010. Parrish specifically finds that few consumers remain enrolled long enough or settle enough
debts to improve their financial position. Further, the author finds that the business model that
debt-settlement companies use presents significant risks that are not made clear to consumers. On
their enrollment in a debt-settlement program, consumers are instructed to stop making payments
on their debts, cease contact with their creditors, and grant the debt-settlement company authority
to negotiate on their behalf. Consumers face a significant risk that creditors will refuse to negotiate
with the debt-settlement company and will instead pursue collection activity or a lawsuit against
the borrower after payments cease.

Similar to findings by Perry, Motley, and Adams, Parrish finds that consumers cannot rely on debt-
settlement companies to convey reliable information to consumers about the risks and realities

of using their programs to resolve their debt problems. To help vulnerable consumers navigate

the complex debt-settlement process and industry, Parrish urges regulators to provide more
transparency regarding consumer outcomes through data-reporting requirements and to hold debt-
settlement firms accountable for borrowers’ outcomes through fee limits and relief for consumers
who do not benefit from the debt-settlement companies’ services.

Promising Practices

In response to the struggles of homeowners during the recent financial crisis, housing counseling has
emerged as a helpful tool for making consumers aware of the pitfalls of the financial products they
are opting for. In their article, Neil S. Mayer and Kenneth Temkin analyze 75,000 loans originated
between 2007 and 2009 to evaluate the impact of prepurchase counseling and education on the
performance of counseled borrowers’ mortgages compared with the performance of the mortgages
of borrowers who received no such services. Their analysis suggests that prepurchase counseling
has a “substantial effect” on the performance of mortgages for home purchase: the counseled bor-
rowers in their study were one-third less likely to become 90 or more days delinquent during the
first 2 years of the mortgage than borrowers who were not counseled (Mayer and Temkin, 2016).

Conclusion

In the commentary by Sarah Gerecke, the author notes the need for “guardrails” to protect
consumers from excessive or inappropriate debt (Gerecke, 2016). The articles in this symposium

6 Borrower Beware
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provide insight into the kind of issues that would need to be addressed as these guardrails are
being developed. Brevoort, Grimm, and Kambara focus on borrowers with limited credit histories
and provide a call to policymakers for further research to enhance policymaking efforts to reach
such borrowers. Perry, Motley, and Adams urge policymakers to strengthen mortgage advertising
rules to support consumers’ ability to critically evaluate mortgage offerings, and Parrish advocates
for more transparency regarding consumer outcomes in the debt-settlement process. Finally,
research by Mayer and Temkin suggests that policymakers should focus on funding evidence-based
practices that improve borrowers’ education and outcomes.

Guest Editors

Padmasini Raman is a senior policy analyst in the Division of Housing Mission and Goals at the
Federal Housing Finance Agency.

Pamela Lee is a credit policy specialist in the Office of Housing at the U.S. Department of Housing
and Urban Development.
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Credit Invisibles
and the Unscored

Kenneth P. Brevoort
Philipp Grimm

Michelle Kambara
Consumer Financial Protection Bureau

The views expressed in this article are those of the authors and do not necessarily reflect the official posi-
tions or policies of the Consumer Financial Protection Bureau or the U.S. government.

Abstract

Having a credit record and a credit score can be an important determinant of credit access.
Surprisingly little is known, however, about people who lack credit records or scores. This
article provides the first documented analysis of the characteristics of consumers without credit
records, called “credit invisibles,” and of consumers whose records are treated as “unscorable,”
by a widely used credit-scoring model. Our estimates suggest that 26 million adults, represent-
ing about 11 percent of the adult population, lack credit records. An additional 8.3 percent, or
19.6 million adults, have credit records that are unscored. We find that the incidence of having
a credit record is not evenly distributed. Young, elderly, minority, and lower-income consumers
are more likely to be credit invisible or have an unscored record. In addition, our analysis finds
that observable credit performance is not widely available for such consumers, which
may hinder the ability of alternative data to expand credit access for these consumers.

Introduction

In the United States, nationwide credit-reporting agencies (NCRAs) compile and sell records that
detail the credit histories of millions of consumers.' Lenders use these records pervasively to assess
creditworthiness when underwriting or pricing credit. They are widely used for purposes beyond
credit granting as well. For example, they may be checked when setting auto and homeowner
insurance premiums, establishing new utility accounts, renting housing, or hiring new employees.
As a consequence, credit records affect the financial well-being of consumers in many ways.

! The three NCRAs are Equifax, Experian, and TransUnion.
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The widespread use of credit records has drawn the attention of policymakers toward consumers
with limited credit histories, meaning either that their credit record contains very little information
or that they have no credit record at all. Much of this attention has focused on alternative sources
of data that might supplement the information collected by the NCRAs and mitigate the problems
that these consumers face. Examples of alternative data that have been suggested include utility
payments (Experian, 2014; Schneider and Schutte, 2007; Turner et al., 2006), rental histories
(Experian RentBureau, 2014), and remittance histories (CFPB, 2014).

Despite this attention, very little is known about the scale of the problem or about the characteristics
of consumers who are affected. Estimates of the number of people without credit records vary widely
and the methodology used to produce these estimates has rarely been disclosed.”> Moreover, the
varying estimates of the number of consumers with limited credit histories provide little information
about the populations themselves. Yet, such information is crucial for evaluating potential solutions.
For example, utility payments may have a lot of value in predicting credit performance, but they can
help only consumers with limited credit histories who have utility accounts in their own names.

Our analysis takes the first detailed look at consumers with limited credit histories. We focus on
two groups of such consumers. The first group, “credit invisibles,” includes consumers without
NCRA credit records. These consumers likely face restricted access to credit because lenders cannot
use NCRA records to assess their creditworthiness. The second group, the “unscored,” consists of
consumers whose NCRA credit records cannot be scored by conventional credit-scoring models.
Generally speaking, a credit record may be treated as unscorable for two reasons: (1) it contains
insufficient information to generate a reliable score, meaning that the record has too few accounts
with sufficiently long payment histories; or (2) the information has become “stale,” in that the
record has no recently reported information.* Because many lenders rely on credit scores to assess
creditworthiness, an unscored credit record can impair credit access in much the same way as not
having a credit record. We present results for both types of unscored credit records, which we refer
to as “insufficient-unscored” and “stale-unscored.”

Reliable data on the population with limited credit histories are difficult to come by, particularly for
the credit invisibles. Although samples of credit bureau data will generally contain information about
the number of consumers with unscorable records, by definition, they contain no information on
credit invisibles. Credit-record samples also do not contain any information about the demographic
or other non-credit-related characteristics of the consumers, making profiling even those with
unscored records difficult based on credit-record data alone. Other data sets, such as the Survey of
Consumer Finances or the American Community Survey (ACS), that contain representative informa-
tion about the adult population do not indicate which consumers have limited credit histories and,
therefore, by themselves, are of limited use in profiling consumers with limited credit histories.

* These data sources have not been without their critics. For example, see Howat (2009).

? See, for example, VantageScore (2015), which provides estimates of the number of consumers with different types of
limited credit history but does not describe how the estimates were derived. In particular, no information is provided about
how fragment files were handled.

* Credit records will also generally be treated as unscorable when they indicate that the consumer is deceased. Because our
focus is on living consumers with limited credit history, we ignore this cause of an unscored credit record.
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Our approach combines multiple sources of data. We start with the Consumer Financial Protection
Bureau’s (CFPB’s) Consumer Credit Panel (CCP), a 1-in-48 random sample of deidentified credit
records from one of the NCRAs. These data include the census tract where each consumer resides
and a commercially available credit score that indicates whether a credit record was unscorable
and, if so, the reason. We compare these data from 2010 with the distribution of the U.S. popula-
tion from the 2010 census. The difference between a census tract’s population and our estimate

of the number of credit records in that tract provides an estimate of the number of consumers
who are credit invisible. The number of consumers in each tract with an unscorable record can be
estimated directly from the CCP. We use these tract-level estimates, along with the demographic
characteristics of each tract from the 2010 census and the 2008-2012 ACS, to estimate the demo-
graphic characteristics of consumers with limited credit histories.

Using these data, we conducted three related analyses. First, we estimate the number of consumers
with limited credit histories and profile some of their demographic characteristics. In producing
these estimates, we carefully detail how the estimates were calculated and provide detail on how
the underlying assumptions affect the final estimates. Second, we use multivariate analysis to better
understand the factors (such as income, education, and living conditions) that may affect the
likelihood of having a limited credit history. These results are instructive in helping to identify the
potential for different types of alternative data to reduce the problems caused by having a limited
credit history. Finally, we use the data assembled in this study to investigate an often-ignored

issue to expanding the universe of consumers with scorable credit records, the necessity of having
observable performance. Expanding the coverage of credit-scoring models requires more than just
alternative data that can serve as predictive factors (or right-hand-side variables) to forecast per-
formance. It also requires observable performance on credit obligations. Because this performance
information generally comes from credit-record information, we look at how often such informa-
tion is available for consumers with limited credit histories.

Background and Data

This section provides background information about the analysis described in this article. We
begin by describing the types of information contained in the credit records maintained by the
three NCRAs. We then describe the specific sources of data that are used in this study to conduct
our analysis.

Credit-Record Background

The credit records assembled by the NCRAs contain detailed information about the past and cur-
rent credit usage of American consumers. These records include four types of information.” The
first type of information is “tradelines”—credit accounts voluntarily reported by lenders or loan
servicers. Each tradeline contains information about a single credit account that details the date
the account was opened, the original amount on the loan, the credit limit (if a revolving account),
the current balance, whether the account remains open, and up to 7 years of payment history. The
second type is “collections”—accounts reported by third-party debt collectors. Although some

> For a more indepth discussion of the types of information included in credit records, see Avery et al. (2003).
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collection accounts derive from credit accounts, most of the reported collections are for non-credit-
related items, such as unpaid medical or cell phone bills. The third type of information is “public
records,” such as bankruptcy filings and tax liens. The final type is “inquiries”—records created by
the NCRAs whenever a consumer’s credit record is accessed in connection with an application for
credit.®

The credit records maintained by the NCRAs contain nearly comprehensive information about
many mainstream credit products, including auto loans, mortgages, and credit cards. Largely miss-
ing from this information, however, are accounts with nontraditional credit sources such as payday
or auto-title lenders and pawnshops. Non-credit-related bills, like medical and utility bills, are
sometimes reported to the NCRAs, although such reporting is rare and often limited to reporting
by debt collectors.

Any one of the four types of information, by itself, is sufficient to trigger the creation of a credit
record. So, a consumer can have a credit record with as little information as a single inquiry. The
four information types, however, are not equally informative. Inquiries, although they can be
treated as negative risk factors in credit-scoring models, contain little information about past credit
experiences. Collections and public records both provide only information about negative experi-
ences (although if these have been paid in full, they may be less negative than those that remain
unpaid). Establishing a positive credit history requires having at least one tradeline that has been
reported to the NCRAs with a long enough history to reflect either positive or negative payments.

An important challenge in working with credit-record data is dealing with so-called “fragment
files”—credit records that contain a portion of a consumer’ credit history that exists outside the
consumer’s primary file. For example, a consumer with a credit record opens a new credit card.
When the lender reports that account, the NCRA attempts to match it with the correct credit
record. If the NCRA is unable to find a match or finds multiple matches, perhaps reflecting er-
roneous or incomplete information reported with the new account, then the newly reported credit
card will be placed in its own credit record. Most fragment files are temporary. Over time, as more
information comes in, the NCRA may realize that the accounts in a fragment file belong to a con-
sumer with an existing credit record. When this happens, the fragment file and all the information
it contains will be subsumed into the consumer’s primary credit record.

The existence of fragment files suggests that some consumers will have multiple credit records. Left
unaddressed, the presence of fragment files will cause the number of credit invisibles to be under-
stated. Moreover, because many of these fragment files will be unscorable, reflecting their limited
contents, failing to exclude fragment files will overstate the number of consumers with unscorable
credit records. In the next section, we describe in detail the steps taken to prune fragment files
from our sample.

® The types of inquiries used in this article are also referred to as “hard inquiries.” Inquiries can also be created for other
reasons, such as when credit records are accessed to solicit new business, for account maintenance purposes, or for other
reasons. Such “soft inquiries” are not included in the CCP and are not supplied to lenders who receive credit records.
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Data

The analysis described in this paper proceeds by comparing the geographic distribution of records
in the CFPB CCP with the distribution of demographic characteristics of the population of adults
in the United States from multiple sources. In this section, we provide background information
about the CCP and describe the sources of demographic information that we use.

CFPB Consumer Credit Panel

The primary source of data we use is the CFPB's CCP. The CCP is a nationally representative, 1-in-48
sample of deidentified consumer credit records from one of the NCRAs. We use archive data from
December 2010, which provides a representative sample of credit records as they existed at that time.

Each credit record contains deidentified information about the consumer’s credit history, including
information on each account’s type, the date it was opened, outstanding balance, payment history,
and current status. The CCP includes, when available, the consumer’s year of birth.” We calculate
each consumer’s age at the end of December 2010.

As shown in Exhibit 1, the CCP data for 2010 include about 4.96 million records. From these, we ex-
clude records that indicate the consumer was deceased or living outside the United States. These exclu-
sions make the composition of sample credit records more comparable with the census population.

We also attempt to remove fragment files using three methods. First, we exclude credit records
that were consolidated into other credit records during the next 4 years (through December 2014,
which was the most recently available data at the time of this analysis). When two credit records
are consolidated, the newer of the records, the fragment, is destroyed and the older record remains
(with the additional information absorbed from the fragment). Dropping the newer files removes
an additional 2.8 percent of sample records.

Exhibit 1

I
Count of Excluded Records by Reason

Observation Percent of Sill Ly I
Count Sample Unscored Unscored

(%) (%)

Total observations 4,956,746 100 5.1 6.9
Exclusions

Outside United States 43,828 0.9 5.0 2.4

Deceased 179,279 3.6 41 2.1

Consolidated 138,152 2.8 18.1 35.9

Disappeared 104,575 2.1 9.2 66.4

Age missing 153,308 3.1 4.9 6.6

Bad geography 2,804 0.1 6.5 8.6

Sample observations 4,334,800 87.5 4.6 4.8

Source: Consumer Financial Protection Bureau, Consumer Credit Panel

7 Actual credit records include the date of birth. The CCP excludes the month and day of birth to enhance the anonymity of
the data.

% Although the ages we calculated are not perfectly comparable with the age data from the 2010 census, which asks
consumers their age as of April 2010, the differences should be negligible, particularly because our analysis primarily uses
5-year age buckets.
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Second, we exclude credit records that were destroyed between 2010 and 2014, despite not being
involved in a consolidation. Although these excluded records were not absorbed by another file,
their disappearance suggests that the information they contained was removed, which resulted in
the destruction of the file. Although this disappearance could reflect information that has become
so old it has migrated off the credit record (such as information on delinquent accounts that is
required by law to be removed after 7 years), most of these credit records were recently reported

in December 2010. The recent reporting suggests that most of these records were not destroyed
because the information aged.’ Instead, we believe the disappearance of these records likely reflects
erroneous information that was subsequently re-reported by the data furnisher and correctly as-
sociated with the proper file. This exclusion removed another 2.1 percent of credit records.

Third, we exclude credit records without a year of birth. To help ensure that the lack of a reported
year of birth was not a temporary characteristic of these records, we supplement the year of birth
information in 2010 with the information from 2014 and exclude only those records missing years
of birth in both periods. The absence of this information suggests that these are fragment files
created because of incomplete information that prevented successfully assigning the information
in these records with the right consumer’s primary credit record. Consistent with this theory, most
of these credit records involve authorized user accounts. As described in detail by Brevoort, Avery,
and Canner (2013), authorized users are people who are permitted to use a revolving account
(normally a credit card), but who are not legally liable for any charges incurred. Because they are
not liable for the charges, lenders may collect only partial information, which inhibits the ability of
the NCRA to match the account information to the correct credit record. Excluding these records
removes 3.1 percent of the sample.

After these exclusions, we are left with a sample of about 4.3 million credit records.'® Although we
think these data restrictions provide the best available measure of the number of consumers with
credit records, we may be excluding a nontrivial number of primary credit records. If so, our esti-
mate of the number of credit invisibles will be overstated and, because many of the excluded credit
records are unscorable, our estimate of consumers with unscored records would be understated.

It is also likely, however, that some of the credit records that remain in the sample are themselves
fragment files. For example, we have opted not to exclude credit records containing only collection
accounts or public records. Although some of these are likely fragments, we concluded that they
were more likely primary files. Nevertheless, to the extent that these credit records include a mate-
rial number of fragment files, our estimate of the number of credit invisibles will be understated
and the number of unscorables overstated.

For each credit record in our sample, we determine whether the sample record contained a credit score.
For records without a score, a code was provided indicating whether the record was insufficient-
unscored or stale-unscored. The exact definition of what makes a credit record insufficient or stale

? Additional evidence that information aging was not a significant cause of the disappearance of these records is provided
by the fact that two-thirds of the records that were excluded because they had disappeared were insufficient-unscored
compared with less than 10 percent that were stale-unscored. If account-information aging was an important cause of the
disappearance of these records, a much larger share should have been stale-unscored in 2010.

10 We also exclude from the sample a small number of records that had either missing or invalid census tract information.
Excluding these records removed 0.1 percent of the sample.
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differs across credit-scoring models, because each model uses its own proprietary definition. Our
analysis is based on the commercially available credit-scoring model that generated the scores
included in the CCP. We think this credit-scoring model uses a relatively narrow definition of a
scorable credit record, but a definition that is consistent with most credit scores in use today.

Using the CCP data, we estimate the number of consumers in each census tract whose credit
record was insufficient-unscored, stale-unscored, or scored by multiplying the number of sample
credit records in each tract by 48 to account for the sampling rate. We then estimate the number
of credit invisibles in each tract as the difference between the adult population of the census tract
from the 2010 census and our estimate of the number of consumers with credit records. We calcu-
late these totals for each of 13 different age categories, discussed in more detail in the next section.

Demographic Data

The credit-record data contained in the CCP contain no demographic information other than age.
To develop our profile of consumers with limited credit history, we supplement the CCP data with
information from the 2010 census and the 2008-2012 ACS.

From the 2010 census, we use information about the racial and ethnic composition of each census
tract. We calculate the share of the population in each tract that was in each of the following
groups: Hispanic or Latino (“Hispanic”); non-Hispanic Black or African-American (“Black”);
non-Hispanic Asian (“Asian”); non-Hispanic White (“White”); and other non-Hispanic (“Other”),
which includes American Indian or Alaska Native, Native Hawaiian or Other Pacific Islander, and
multiracial individuals.

We also use data from the 2010 census on the share of the population that lives in group quarters.
We calculate the share of the population that was living in college or university student housing,
correctional facilities for adults, military quarters (nondisciplinary), and nursing facilities.

Additional demographic information was taken from the 2008-2012 ACS. To better understand
the relationship between the likelihood of having a limited credit history and income level, we use
ACS data to calculate the “relative income” of each tract. Relative income is the ratio of the median
household income in the tract and the median household income of the surrounding area. The sur-
rounding area is defined as the metropolitan statistical area (MSA) for tracts in MSAs or the tract’s
county otherwise. Following the definitions used by the Community Reinvestment Act, a tract is
considered “low income” if its relative income is less than 0.5, “moderate income” if it is between
0.5 and 0.8, “middle income” if it is between 0.8 and 1.2, or “upper income” if it is 1.2 or higher.

We also use the ACS to calculate the share of adults in each tract by citizenship status (native,
foreign-born citizen, and noncitizen) and for five levels of education (less than a high school
diploma, high school, some college, bachelor’s degree, or graduate degree). ACS data also provide
the share of consumers living below the poverty level, the share who speak a language other than
English at home, and the share who moved in the past year. Finally, we use the ACS to provide
information about the share of households in the tract across four different types: married-couple
families, other families, nonfamily households, and single-person households.
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The analyses using these demographic data, which are described in more detail in the next section,
are conducted separately for the 13 different age groups shown in the left column of exhibit 2.
Most of the demographic variables included in this study are not available at the tract level for each
age group. For example, the population living in group quarters is provided only at the tract level
for two adult age groups: 18 to 64 and 65 and older. In other cases, such as income and household
type, which are both calculated at a household level, tract-level information was not available
broken out by age at all. In such cases, we use the narrowest age group available for each of 13 age
categories. A list of demographic variables (some expressed as variable groups), along with the age
group mappings, is provided in exhibit 2. A complete list of variables along with selected summary
statistics are provided in exhibit 3.

Exhibit 2

|
Age Groups of Explanatory Census Variables

Percent

Age D Ra‘.:e./ Below Education (I Non-Engllsh Citizenship
Group Last Year Ethnicity Quarters  Speaking
Poverty
18-19 18-19 18-19 18-24 18-24 18-64 18-64 18+
20-24 20-24 20-24
25-29 25-29 25-29 25-34 25-34
30-34 30-34 30-34
35-39 35-39 35-39 35-44 35-44
40-44 40-44 40-44
45-49 45-49 45-49 45-54 45-64
50-54 50-54 50-54
55-59 55-59 55-59 55-64
60-64 60-64 60-64
65-69 65-69 65-69 65-74 65+ 65+ 65+
70-74 70-74 70-74
75+ 75+ 75+ 75+
Sources: 2010 census; 2008-2012 American Community Survey 5-year data
Exhibit 3
I
Sample Summary Statistics (1 of 2)
Variable Mean Median Standard Deviation
Race/ethnicity
Asian 4.8 1.6 9.3
Black 11.6 3.3 19.8
Hispanic 14.2 5.1 20.9
White 67.0 77.6 29.9
Other 2.3 1.5 4.7
Citizenship status
Native citizen 84.3 91.0 17.3
Foreign-born citizen 7.2 4.1 8.6
Noncitizen 8.5 4.1 11.0
Moved in last year 16.0 10.3 17.6
Relative household income
Lower income 0.1 0.0 0.2
Moderate income 0.2 0.0 0.4
Middle income 0.4 0.0 0.5
Upper income 0.3 0.0 0.5
Poverty rate 13.5 9.2 14.3
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Exhibit 3
——
Sample Summary Statistics (2 of 2)
Variable Mean Median Standard Deviation
Education
Less than high school 14.5 10.6 13.7
High school diploma 28.4 28.2 13.6
Some college 31.1 30.0 13.6
Bachelor’s degree 16.7 14.0 12.6
Graduate degree 9.3 6.2 10.3
Group quarters
College 1.0 0.0 6.7
Correctional 0.8 0.0 5.8
Military 0.1 0.0 2.9
Nursing 0.6 0.0 3.1
Household type
Married-couple family 49.5 51.0 16.0
Other family 17.7 15.7 9.6
Nonfamily 6.1 4.8 5.7
Living alone 26.6 25.4 11.2
Credit record type
Scored 80.6 77.7 47.7
Limited credit history 19.4 22.3 47.7
Insufficient-unscored 4.2 0.0 11.6
Stale-unscored 4.1 0.0 9.6
Credit invisible 11.0 14.3 49.3

Notes: Summary statistics are calculated across census-tract/age-group pairs, with each observation weighted by the popu-
lation in that census tract/age group. Variable values reflect the percentage of the population in that age group (for example,
the percentage of the population that is Asian or is a native citizen), except for the relative household income variables, which
are dummy variables reflecting the household income level of the tract, and the household type variables, which reflect the
share of households in the tract.

Sources: 2010 census; 2008-2012 American Community Survey 5-year data

Who Has Limited Credit History?

The data assembled for this study indicate that 45 million adults in the United States have a limited
credit history.'* This figure includes the 26 million credit-invisible adults in the United States who
lack a credit record, representing about 11 percent of the adult population. It also includes 19.4
million people, or 8.3 percent of the adult population, who have unscored credit records, which
are nearly evenly split between those whose records are insufficient-unscored (9.9 million) and
stale-unscored (9.6 million). The remaining adult population of 188.6 million has scored credit
records.

The likelihood of having a limited credit history varies significantly by age. As shown in panel

(a) of exhibit 4, most consumers with limited credit histories are either younger than 30 or older
than 74. This pattern is generally consistent with patterns of credit usage by age in the Survey of
Consumer Finances (Bucks et al., 2009). Limited credit histories appear to be found among the
young in particular. Consumers younger than 30 account for one-third of adults with limited credit
histories. Moreover, as shown in panel (b), 18-to-19-year-olds are significantly more likely to have
a limited credit history than any other age group.

' A preliminary version of the analysis in this section was originally released as a CFPB Data Point (Brevoort, Grimm, and
Kambara, 2015).
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Exhibit 4

Distribution and Incidence of Limited Credit History by Age
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The age-related patterns vary by the type of limited credit history. The incidence of being credit

invisible largely mirrors the general pattern for limited credit histories, with older and younger

consumers being more likely to be credit invisible. For consumers with unscored credit records,
the patterns are different. The incidence of having an insufficient-unscored credit record decreases
with age, and the incidence of having a stale-unscored record is highest for middle-aged consumers
(ages 30 to 49) and notably lower for younger or older consumers.

Income also appears to be highly related to the likelihood of having a limited credit history.
Exhibit 5 shows both the distribution of consumers with limited credit histories by the relative
income level of their tract in panel (a) and the incidence of having a limited credit history for each
income level in panel (b). A little more than one-half of consumers with limited credit histories
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Exhibit 5

I
Distribution and Incidence of Limited Credit History by Income
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live in middle- or upper-income neighborhoods. This statistic is not surprising, given that these
neighborhoods are home to most adults in the United States. The incidences, however, show that
consumers in lower-income neighborhoods are much more likely to have a limited credit history.
Indeed, 30 percent of consumers in low-income neighborhoods are credit invisible and an ad-
ditional 15 percent have an unscored record.

There also appear to be significant differences in the likelihood of having a limited credit history
by race or ethnicity. Assuming that within each tract, each racial or ethnic group has the same
likelihood of being credit invisible or having an unscored credit record, we can estimate the
number of consumers of each racial or ethnic group with a limited credit history. The results of
these calculations are provided in exhibit 6, which shows the distribution and incidence of having
a limited credit history by race or ethnicity. A higher proportion of Black and Hispanic consumers
have limited credit histories than do either Asian or White consumers, who have similar incidences
of being credit invisible or having an unscorable credit record. Although the incidence of having a
limited credit history in general is similar for Black and Hispanic consumers, Hispanic consumers
are more likely to be credit invisible (by about 1 percentage point) and less likely to be unscorable.

These univariate patterns in the incidence of having a limited credit history across age, income,
and race or ethnicity suggest that the problems associated with limited credit histories are borne
unevenly across these groups of consumers. In the next section, we employ multivariate analyses to
better understand how these and other characteristics are associated with the likelihood of having a
limited credit history.

Cityscape 19



Brevoort, Grimm, and Kambara

Exhibit 6

I
Distribution and Incidence of Limited Credit History by Race or Ethnicity
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Factors Associated With Limited Credit History

To better understand the factors that are associated with the likelihood of having a limited credit
history, we conduct a multivariate analysis that exploits variation across tracts. We examine how
the share of the population in a tract with limited credit history ~ varies with the demographic
characteristics of consumers in the tract. Using  to index census tracts and  to index the 13 age
categories, we estimate equations of the form

, D

where is the percentage of population in tract in age group that has the type of limited credit

history indexed by ., ,and  are row vectors with population characteristics described

in more detail in the following paragraphs. , ,and  are coefficient vectors to be estimated,
isanii.d. error term, and s a county-level fixed effect.

The first row vector of population characteristics, ~ , contains variables related to the race,
ethnicity, or national origin of the tract’s population. This vector includes variables that reflect the
percentage of the population that is in each of the five racial or ethnic groups described in the pre-
vious section (with the White group serving as the omitted group). We include these variables to
better understand how limited credit histories are associated with race or ethnicity after controlling
for other observable tract-level factors.

Avery, Brevoort, and Canner (2012) found that the credit scores of immigrants (in particular, recent
immigrants) tend to understate their creditworthiness. This result derived from immigrants having
shorter credit histories reflected in NCRA files than natural-born citizens have. This result sug-
gests that tracts with relatively more immigrants should have a higher incidence of limited credit
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histories. To test for this pattern, we include in  the percentage of the population in a tract that
consists of foreign-born citizens or noncitizens. We also include the percentage of the population
that speaks a language other than English at home.

The second vector, , contains information about the income and education levels of consumers
in the tract. We measure income using the four relative income levels discussed in the previous
section and include in ~ dummy variables that reflect whether the tract was low, moderate, or
upper income (middle income is the omitted category). Because higher-income individuals tend
to have greater access to credit, we would expect income to be negatively associated with limited
credit histories.

We would also expect the education levels of the population to be similarly related to the incidence
of limited credit histories. To test for this relationship, we calculate the percentage of the tract’s
adult population at each of five education levels: less than high school, high school diploma,
associate’s degree or some college, a bachelor’s degree, or a graduate degree. In the estimations, the
percentage of the population with a high school diploma is the omitted category. We would expect
education to be negatively related to limited credit history.

The final vector, , contains information about the living arrangements of consumers in the tract.
This vector includes four variables that measure the percentage of the tract’s population residing

in four types of group quarters: college dormitories, correctional facilities, military quarters, and
nursing homes. Consumers in these different living arrangements may differ from the rest of the
population in their credit usage patterns, which could affect their likelihood of having a limited
credit history."?

We also include in  variables relating to the type of households in each tract. These variables
include the percentage of households comprising a single person living alone, a married-couple
family, a non-married-couple family, and nonfamily households (with the percentage of households
comprising single persons serving as the omitted category). Including this set of explanatory vari-
ables serves two purposes. First, living conditions may affect credit usage patterns. For example,
students who continue to live with their parents might have less cause to establish a credit history
than consumers of the same age who are living independently.

The second purpose is to gain some insight about the potential for alternative data to enhance the
credit records of consumers with limited credit histories. As discussed previously, two of the most
commonly cited sources of alternative data are rental histories and utility payments. Although
several studies have explored the predictive value of this information, no study that we are aware
of has addressed how much of the population with limited credit histories might be helped. Even
if rental histories or utility payments are highly predictive of future credit performance, unless

a significant share of the population with limited credit histories has rent or utility payments in

!2 An alternative possibility is that the address on file at the NCRA may not be the actual address for consumers living in
group quarters. For example, if the percentage of the population that lives in a correctional facility is positively correlated
with the number of credit invisibles, this could indicate that prisoners are less likely to have credit records; however, it
could also reflect a mismatch between the address in the credit record and the address information collected by the Census
Bureau. Such a mismatch could result if prisoners in correctional facilities do not fill out change-of-address forms upon
being incarcerated. If so, this would be expected to increase the number of credit invisibles in a tract, although it should not
affect our estimate of the number of consumers with unscored credit records (which are directly observed in the CCP).

Cityscape 21



Brevoort, Grimm, and Kambara

their own name, the potential of these data sources to help this population will be limited. We
conjecture that people who live alone are more likely to be making rental payments and to have
utility payments in their own names than are consumers in other household situations. To the
extent that other household types are more prevalent in areas with higher incidences of limited
credit histories, rental histories and utility payments may have less potential to provide information
about consumers with limited credit histories.

We estimated equation 1 for each of the 13 age groups using the percentage of each tract’s population
with a limited credit history as the dependent variable. To facilitate the comparison of the estimated
coefficients across age groups, we present the results graphically in exhibit 7. In appendix A, we also
present the results obtained from estimating equation 1 for each type of limited credit history (that s,
credit invisible, insufficient-unscored, and stale-unscored) separately.

Exhibit 7

Coefficient Estimates, Limited Credit History
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The results of these estimations are largely consistent with our expectations. A positive correla-
tion appears to exist between the percentage of the population that is Black or Hispanic and the
percentage of the population with a limited credit history. We were somewhat surprised to find
that census tracts with larger elderly Asian populations tend to have a higher incidence of elderly
consumers with limited credit histories, although little relationship appears to exist between the
Asian share of the population and limited credit history at younger ages.

Consistent with the results by Avery, Brevoort, and Canner (2012), we find that the percentage of
noncitizens in a tract is associated with a higher incidence of having limited credit history for most
age ranges. We were somewhat surprised to find that the percentage of the population composed of
foreign-born citizens is negatively related to the percentage of the population with a limited credit
history. We find little consistent relationship between the likelihood of having a limited credit history
and either the percentage of the population that speaks a language other than English at home or the
percentage of the population that moved in the past year, although moving in the past year appears to
be associated with a higher incidence of having a limited credit history for young consumers.

As expected, both income and education appear to be important factors associated with having a
limited credit history. The incidence of having a limited credit history is significantly higher in low-
and moderate-income tracts for consumers age 30 or older. Consumers in upper income tracts
appear to have a persistently lower likelihood of having a limited credit history. Moreover, tracts
where a larger percentage of consumers have spent time in college tend to have lower incidences of
limited credit history, and tracts with more consumers with less than a high school education have
significantly higher incidences, particularly in the middle-age estimations.

The percentage of the population that lives in group quarters also appears to be strongly related

to the incidence of having a limited credit history. Incidences are notably higher in tracts with
more people living in correctional facilities, particularly among the young and middle aged. The
percentage of the population in college dormitories or in military housing also appears to be
related to having a limited credit history, although the direction of these effects changes across
ages. Both are positively associated with having a limited credit history for younger consumers and
negatively associated for older consumers. The percentage of consumers living in nursing homes is
also positively associated with the limited credit history for older consumers. These results suggest
that consumers in these environments (college, prison, military service, and nursing homes) are
more likely to have a limited credit history. Because these populations tend to be small relative to
the entire population, however, these populations likely account for only a small share of the total
population with limited credit history.

Finally, a significant relationship appears to exist between living arrangements and the incidence
of a limited credit history. Compared with the omitted group—the percentage of households
composed of single adults—a larger percentage of households involving nonfamily members was
associated with a higher incidence of limited credit history among younger consumers. A greater
percentage of family households not including a married couple similarly was associated with a
higher incidence of limited credit history among middle-aged consumers. By contrast, married-
couple family households were associated with a lower incidence of limited credit history among
young consumers.
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By themselves, these results cannot establish that rental and utility histories will be insufficient to score
the credit records of consumers with limited credit histories. Nevertheless, to the extent that consum-
ers with limited credit histories do not have rental or utility payment information that might be used
to supplement their credit records, we would expect them to live in non-married-family or nonfamily
households. The fact that the incidence of limited credit histories is higher in areas with a larger
percentage of these households suggests that there may be a significant portion of the population
that would continue to fall through the cracks in the credit-reporting system even after rental and
utility payment histories were incorporated. Additional research is necessary to establish the extent
to which these forms of alternative data may help alleviate the problem of limited credit histories.

The Challenge of Assessing the Accuracy of Models Using
Alternative Data

As discussed previously, credit records will not be scored when they have characteristics that the
models builders considered “unscorable.” The term unscorable, which is widely used to refer to
records that remain unscored, is somewhat misleading. Credit scores could be empirically derived
for any credit record using the same model-building techniques that generate standard credit-
scoring models. In fact, scores could be generated for consumers without credit records by, for
example, estimating a scoring model that includes only an intercept using an estimation sample of
credit records created after the start of the performance period used in model development.”” The
reasons these records remain unscored, therefore, go beyond a lack of explanatory variables, which
is the problem that alternative data is meant to alleviate.

Among the most important reasons relates to the difficulty in assessing the credit performance of
consumers with insufficient, stale, or nonexistent credit records. Consumers with such records
tend not to have outstanding credit accounts on which performance can be evaluated. This lack
of accounts with observable performance is almost tautological, because the records of these
consumers would likely be considered scorable if they had such accounts. The lack of observable
performance makes building and validating a credit-scoring model much more difficult.

For example, consider the case of stale-unscored records. These records have enough credit history to
be scored (otherwise, they would have been insufficient-unscored), but their lack of recent updates
suggests that they are unlikely to have active accounts on which to assess performance. Any attempt
to build or validate a model for stale-unscored records would be limited to only those records with
observable performance. But after it is estimated, the model would score all stale-unscored records.'

1 Of course, this sample of credit records would have to contain some created early enough in the performance period

to have credit accounts with observable performance. Such credit records could occur as a result of consumers opening
their first accounts during the performance period or as a result of the reporting of accounts that had not been reported
previously to the NCRAs.

'* Model builders could segment the population of stale-unscored records based on observable characteristics; for example, by
creating a scorecard for people with “moderately” instead of “severely” stale records. In this case, the model could be limited
to that subset—in this case, moderately stale records. The underlying point, however, remains valid: models that are estimated
on a portion of a subset of the population with observable performance will score the entire subset. A model built for the
moderately stale will score all moderately stale records, even if only a small subset is expected to have observable performance.
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Having observable performance for a small and possibly unrepresentative share of the sample
leads to a well-known problem. Records with observable performance may misrepresent the per-
formance that is observed when the model is deployed. Consumers with observable performance
were able to find willing lenders, perhaps based on characteristics not observable in credit records
or on the strength of co-applicants. By contrast, consumers who wanted credit but could not find
willing lenders, perhaps because of weaker unobservable characteristics, will not have observable
performance.” Putting the model into practice alters the ability of consumers to obtain credit,
possibly enabling some consumers to borrow who otherwise would have been unable to find
willing lenders. The result could be default rates that are higher than were expected based on the
experience of consumers with observable performance before the model was implemented.

One way that lenders respond to this bias in performance is to employ “credit overlays,”® which
are restrictions that lenders impose in addition to credit score cutoffs. For example, VantageScore
(2015) suggests mortgage lenders typically consider only applicants whose credit records have at
least three tradelines with updates during the past 6 months, regardless of their credit score. To the
extent that lenders employ credit overlays, the effects of expanding the number of consumers with
scored credit records will be reduced. Even if scores are generated for consumers with limited credit
histories, lenders’ credit overlays may prevent credit from being extended to these populations.

A credit score, therefore, is not necessarily a sufficient condition for improved credit access for
consumers with limited credit histories (even for those consumers whose new score generally
would be considered prime). One must also establish that the new scores can accurately reflect the
creditworthiness of such consumers when the models are deployed; otherwise, lenders will likely
use credit overlays. Being able to demonstrate that little bias exists in using observable performance
is an important aspect of establishing that the new scores can accurately reflect the creditworthi-
ness of such consumers when the models are deployed.

To shed some light on the extent to which performance is observable for consumers with limited
credit histories, we use the December 2012 CCP archive to calculate credit performance for

the 2-year period immediately following the rest of the data in this study. When estimating or
validating generic credit history models, 2 years is a commonly used performance period (Board of
Governors of the Federal Reserve System, 2007). Performance is measured using an “any account”
performance measure, which includes performance on accounts that were open and in good
standing at the start of the performance period or that were opened during the first 3 months of
the performance period. For consumers with observable performance, we determine whether the
person was 90 or more days past due on any credit obligation during the performance period. We
use this performance definition to construct our measure of delinquency.

1> The population with unobservable performance will also include those consumers who did not want credit during
the performance period. Because consumers who do not demand credit are unlikely to start when the model is applied,
for simplicity, we ignore the portion of consumers who lacked observable performance because of a lack of demand for
credit. This population also, however, should raise some concern about the accuracy of models estimated on observable
performance.

1o An alternative method is to employ “reject inference” methods when developing the scoring model. It is unclear, however,
how successful these efforts can be (Crook and Banaskik, 2004; Hand and Henley, 1993), and to the best of our knowledge
these methods are not widely used in estimating the generic scoring models explored in this study.
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Exhibit 8, which illustrates the performance measures calculated for the population of consumers
with credit records, shows that nearly 90 percent of consumers with scored credit records had
observable performance during the ensuing 2 years. The delinquency rate for consumers with
observable performance was about 12 percent. Exhibit 8 also shows the performance for the scored
population broken down by the number of tradelines contained in the credit record. “Thick” files are
those with at least three tradelines and “thin” files are those with two or fewer tradelines. For both
groups, performance is available for most records and delinquency rates are similar to those of the
overall scored population (although the delinquency rate for the thin-file population is a bit lower).

Consumers with unscored credit records were much less likely to have observable performance.
Only 21.8 percent of insufficient-unscored and 12.3 percent of stale-unscored consumers had
observable performance. Delinquency rates for these consumers were also notably higher than
they were for consumers with scored credit records. The relatively high delinquency rates are not
necessarily a problem, providing that the alternative data can adequately predict the likelihood
of delinquency, although they do suggest that any model estimated for this population will likely
produce scores for these populations that are below those of consumers with currently scored
records.'” These numbers, particularly the relatively lower shares of consumers with observable
performance, also help explain why the people who built the credit-scoring model that produced
the scores used in this study considered these records to be unscorable.

Absent from the numbers in exhibit 8 are the credit invisibles. Because we had no data on these
consumers from December 2010, it is not possible to determine how many of these consumers had
performance during the next 2 years. One approach would have been to identify all credit records
that appear in the December 2012 archive that did not exist in December 2010 and assume that
these were the credit records of previously credit-invisible consumers. The problem with this ap-
proach is that we expect most of the newly created records in December 2012 to be fragments. As
such, this approach would overcount the number of credit invisibles who obtain credit records in
the ensuing 2 years. Although we could have attempted to filter out the fragments using methods
similar to those we used for the December 2010 data, at the time of this study we did not have
access to a comparable 4 years of data.

Instead, we take the population of consumers with a credit record in December 2010 and identify
which of those records did not exist 2 years earlier. Of the 4.3 million records from 2010, 156,269

Exhibit 8

.|
Incidence of Performance for Scored and Unscored Consumers

Population Number Share With Performance Delinquency Rate
(millions) (%) (%)
Scored 188.7 89.5 12.2
Thick file 180.7 90.2 12.4
Thin file 8.1 72.9 6.3
Stale-unscored 9.6 12.3 26.0
Insufficient-unscored 9.9 21.8 22.4

" Indeed, the average delinquency rate for these consumers is consistent with a sub-600 credit score, suggesting that any
scores generated for these consumers will be disproportionately subprime. For these consumers, credit access may still be
very limited, even if their credit records were to become “scorable” with alternative data.
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records did not exist in 2008, and, of those records, only 11,738 (7.5 percent) had observable
performance during the 2-year performance period from January 2009 to December 2010, with

a delinquency rate of 17.8 percent. Using these sample percentages to construct population esti-
mates, we estimate that only about 0.5 million consumers who were credit invisible in December
2008 had observable performance. Unless the number of credit invisibles in 2008 was substantially
lower than the 26 million who were credit invisible in 2010, observable performance is potentially
available for only a very small portion of credit invisibles.

The lack of performance data for credit invisibles and consumers with unscored credit records sug-
gests that efforts to expand the universe of scored credit records will likely be hampered by a lack
of observable performance data with which to estimate credit-scoring models.

Discussion

The data assembled for this analysis suggest that about 45 million adult consumers in the United
States are credit invisible or have a credit record that is considered to be unscorable by a widely
used credit-scoring model. As a result, these consumers likely face impaired credit access. In ad-
dition to the direct consequences that impaired credit access has for these consumers, it will also
make establishing a credit history more difficult, potentially perpetuating the problem. For those
consumers who are able to obtain credit despite their limited credit histories, credit costs will likely
be higher as a result of the limited history, which could increase their likelihood of default and
increase the likelihood of establishing a negative credit history.

Efforts to help consumers with limited credit histories have focused on forms of alternative data
that might be used to supplement NCRA credit records. In general, these studies have sought to
establish that specific forms of alternative data are predictive of future credit performance, which
would indicate that alternative data provide valuable additional information. Although these
studies are useful in establishing the types of data that might help alleviate the problems associated
with limited credit histories, they have largely ignored two issues that might limit the effectiveness
of these sources of alternative data.

The first issue is that alternative data will be useful only in alleviating the problems of limited
credit history to the extent that people with limited credit histories have utility accounts or rental
agreements in their own names (in the case of rental or utility payment histories) or have otherwise
engaged in the activities (such as remittance histories, checking accounts, or even social media)
that alternative data may reflect. Our results suggest that these forms of alternative data (rental or
utility payments) may be able to supplement NCRA information for many consumers; nevertheless,
our results also suggest that a significant number of consumers may be in housing situations that
would not generate rental or utility histories for these consumers.

The second issue is specific to the use of credit records in credit-scoring models. Scoring models
estimate conditional correlations between credit-record information (plus any alternative data)
and subsequent credit performance. Having observable performance with which to build and
validate a model using alternative data is difficult, given that this performance is observed in credit
records. Although alternative data can expand the scope of information that might be related to
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performance, it cannot expand the number of consumers for whom performance is observed (at
least without altering the type of credit performance the score is meant to predict). When credit
performance is not observed for a sufficiently representative sample of consumers, scoring models
can produce biased estimates of creditworthiness. If lenders respond to this bias by employing
credit overlays, as many do today, then producing scores for consumers with limited credit histo-
ries will do little to enhance their access to credit.

To date, these two issues have gone largely unmentioned by studies that examine the potential of
alternative data to alleviate the problems of limited credit histories. Future research on these topics
should confront these issues directly. If the goal is to expand credit access to a significant portion of
consumers with limited credit histories, our results suggest that it is not enough for alternative data
to produce high goodness-of-fit measures when added to a credit-scoring model. Studies also need
to evaluate how widely available those data are for the population of consumers with limited credit
histories and establish that any statements about the predictiveness of alternative data are based on
a sufficiently representative sample of consumers with limited credit histories. Our results suggest
that these limitations may be significant hurdles for most types of alternative data.

Appendix A

This appendix presents the results of estimating equation 1 for each of the three types of limited
credit history: credit invisible, insufficient-unscored, and stale-unscored. Like the results for all types
of limited credit history, we present the results graphically. Exhibit A-1 shows results for the incidence
of being credit invisible, exhibit A-2 shows results for insufficient-unscored, and exhibit A-3 shows
the results for stale-unscored.

Looked at separately, these results can be more difficult to interpret. Any factor that is positively
correlated with being insufficient-unscored must be negatively correlated with the (sum of) other
types of limited credit history. As a result, factors that appear to be positively related to one of the
types of limited credit history will tend to have the opposite effect on at least some of the other
types, which is the reason we focused on the results for all types of limited credit history earlier.

Nevertheless, these results may be helpful in identifying specific characteristics that lead to particu-
lar types of limited credit history.
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Exhibit A-1
.|
Coefficient Estimates, Credit Invisible

Coefficient values

Age group

Cityscape 29



Brevoort, Grimm, and Kambara

Exhibit A-2

|
Coefficient Estimates, Insufficient-Unscored
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Exhibit A-3
.|
Coefficient Estimates, Stale-Unscored
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Abstract

According to the Federal Trade Commission, claims in advertisements must be truthful,
cannot be deceptive or unfair, and must be evidence based. These rules apply primar-
ily to advertisements that are informational in nature—that is, they are intended to
convey verifiable facts. Many advertising messages, howevet, are intended to evoke an
emotional or affective response to the ad; this emotional response would be transferred
to the firm sponsoring the ad (Gresham and Shimp, 1985; Shimp, 1981). This widely
used message tactic serves to protect advertisers from scrutiny regarding the standards
for truth versus deception because of the subjective nature of the claims. The purpose of
this research is to examine the thematic content of mortgage loan ads and to determine
if marketing messaging tactics vary for general, African-American, and Hispanic/Latino
audiences. Using our quantitative and qualitative content analyses of mortgage loan
ads, we find that, although lenders rely on a number of framing and message strate-
gies to inform and persuade their target audiences, incidences of factual or verifiable
informational content in these ads, such as pricing or loan terms, are relatively rare.
We also find significant differences in the use of informational versus transformational
themes and in the presence of pricing information in ads placed in general versus
African-American and Hispanic/Latino media. We discuss implications for public policy
and lending practice.
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Introduction

Multiple governmental agencies and nonprofit organizations scrutinize the advertising environ-
ment to help protect consumers in the marketplace. One concern about this environment is the
extent to which the information contained in advertising messages is deceptive. According to the
Federal Trade Commission (FTC), claims in mortgage advertisements must be truthful, cannot be
deceptive or unfair, and must be evidence based (FTC, 2016). Further, section 5 of the Federal
Trade Commission Act' generally prohibits advertisers from making false or misleading claims. The
Mortgage Acts and Practices—Advertising Rule, enacted in 2011, provides 19 specific examples of
prohibited types of deceptive claims and allows the FTC to penalize those who engage in deceptive
mortgage advertising (FTC, 2011).2

These requirements primarily apply to advertisements that are informational—that is, the messages
convey verifiable facts. Many advertising communications, however, are transformational and are
intended to evoke an emotional or affective response to an ad. The expectation is that this emo-
tional response will transfer to the firm sponsoring the advertisement, the advertised product, or
both. The transformational messaging tactic is widely used and protects advertisers from scrutiny
regarding the standards for truth versus deception because of the subjective nature of the claims in
the advertisements.

The purpose of this research is twofold: (1) to examine the thematic content of mortgage loan ads
and (2) to determine if marketing messaging tactics (informational versus transformational) for
mortgage products vary across multiple communication modes (for example, traditional television,
radio, print, online banner display, online video) targeted to general audiences and those targeted
specifically to African-American and Hispanic/Latino audiences. This study builds on previous
research by the Consumer Financial Protection Bureau (CFPB) (2015) that explored advertise-
ments for reverse mortgages and by Perry and Motley (2009) that examined advertising messages
for subprime versus prime mortgage loans. The CFPB (2015) findings indicate that many of the
advertisements in their sample were deceptive and contained confusing, incomplete, and inac-
curate information. Further, focus group participants were “... confused or had misconceptions
about important features and terms of reverse mortgage loans” (CFPB, 2015: 3). Perry and Motley
(2009) found that transformational messages were common in mortgage advertising, particularly
for higher-risk subprime mortgage products; that is, communications touting subprime mortgage
products used the transformational approach and provided less factual information than those

for prime mortgages. Thus, it is difficult for consumers receiving these transformational messages
to critically evaluate mortgage offerings. To address the research objective, we draw on the target
marketing concept, and research addressing the informational/transformational content of adver-
tisements and on message framing.

'15US.C. 45.

* “Mortgage Acts and Practices—Advertising; Final Rule,” 16 CFR Part 321. Federal Register 76 (141) July 22, 2011.
https://www.fte.gov/sites/default/files/documents/federal_register_notices/16-c.f.r.part-321-mortgage-acts-and-practices-
advertising-rule-final-rule-and-statement-basis-and-purpose/1 107 19mortgagead-finalrule.pdf. See FTC (2011) for a
summary of the key elements of this rule.
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Foundation

Market segmentation is a longstanding concept used and strategy employed in marketing. Alfred
P Sloan is credited with developing the General Motors (GM) market segmentation strategy of

“a car for every purse and purpose.” His concept was explained in the GM 1924 annual report

to shareholders: products in the GM product line did not compete with other GM products. As

a buyer climbed the ladder of success, a GM automobile was available at a price point that met
that consumer’s needs and ability to pay. The Chevrolet was GM’ entry-level car and the Cadillac
was the premier automobile for the financially successful buyer. This strategy served GM well and
allowed the company to outsell the competitor, Ford Motor Company, which offered only the
Model T (Davidson, 2007).

As the GM example illustrates, market segmentation is based on the idea that it is more effective

to use a “magic bullet” rather than a shotgun approach to reach consumers (Dickson and Ginter,
1987; Smith, 1956; Wedel and Kamakura, 2000). Market segmentation is prevalent in multiple
industries. For example, fragrances are targeted to males and females, retailers target different age
groups, and specialized television channels reach individuals with unique interests (for example,
the Food Network for those interested in cooking, the Disney Channel for children, and ESPN for
sports enthusiasts). This commonality can be based on needs, psychographic information, and
demographic characteristics. The assumption is that consumers who share a common characteristic
respond in a predictable manner to elements of the marketing mix—in particular, marketing com-
munications (Gresham and Shimp, 1985; Shimp, 1981). Marketing messages targeted to a particu-
lar group will resonate with members of that group and the message, the firm, and the advertised
offering will be more positively received than those that are targeted in a more generic fashion. This
positive reception is manifested as positive attitudes, beliefs, and behaviors toward the sponsoring
firm, the offering, or both (Dickson and Ginter, 1987; Smith, 1956; Wedel and Kamakura, 2012).

Caveats to ethnic-based target marketing exist, however, especially in the use of ethnic stereotypes
in advertisements. These ads can be perceived as entertaining by some and offensive to others.
Furthermore, the appropriation of cultural symbols can have negative consequences for the spon-
soring firm, the brand, or both (Johnson and Grier, 2011). In this research, the commonality is
demographic (ethnicity)® and is operationalized by the intended audience of the marketing media
in which the message is placed; for example, the general population, African-American consumers,
and Hispanic/Latino consumers.

Marketing messages can be either informational or transformational. Informational advertise-
ments contain factual material that is concrete and verifiable (Perry and Motley, 2009; Puto and
Wells, 1984). These messages help consumers develop beliefs and attitudes that are based on
facts and, therefore, result in behavior that should be relatively “rational.” On the other hand,

’ The terms “race” and “ethnicity” are often used as interchangeable; however, the meanings of these categorizations differ.
In general, race refers to biological components of an individual or group and includes physical characteristics such as
skin color, facial features, and hair type. The three generally recognized races are Caucasoid, Negroid, and Mongoloid.

By contrast, researchers suggest that ethnicity has more variability; is based on commonalities in nationality, culture, or
language; and can include historical and psychological factors (Betancourt and Léopez, 1993; Jackson, 1991). We use
ethnicity in this research to reflect this distinction and to be consistent with the categories in the Competitrack database.
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transformational advertisements attempt to develop a mental connection between the firm or the
firm’s offerings and the consumer’s psychological state. These messages bypass the consumer’s
cognitive capacities: the response is not based on factual information but is heavily influenced by
an emotional or affective response. In addition, these transformational messages are not regulated
by the FTC Act or the Advertising Rule and are not scrutinized by the FTC, the CFPB, or other
governmental entities. We examine whether differences exist in the informational/transformational
content of mortgage ads and whether differences exist in the messages targeted to the aforemen-
tioned intended audiences.

Message framing refers to constructing the message in a manner that resonates with and is relevant
to the targeted audience (Entman, 1993). With framing, the sponsoring firm emphasizes some
attribute or characteristic of the offering that is important to the intended audience. In doing so,
the focus attribute is made salient and this salience will influence receptivity to the message and
the brand (Kahneman and Tversky, 1984, 1979; Scheufele and Tweksbury, 2007). People interpret
and respond to messages based on how the messages are presented. In this research, the message
frames can be either positive or negative. A positive frame is one in which the message highlights
a positive outcome and represents a reward, but a negative frame focuses on an undesirable cir-
cumstance that the consumer wants to avoid. The frame provides a context and can influence the
memories activated to interpret a message. For example, a home loan product ad with a headline
such as “We're Here To Get You Home” will resonate with some segments of the population more
than “Mortgage in Trouble?” The former is a positive frame alluding to a promise, a desired end
state, or both, whereas the latter is a negative frame suggesting a condition from which one should
escape. This research explores if differences exist in the message frames used in mortgage ads and if
differences exist by the targeted media.

Method

To address our objectives, we performed a content analysis of ads for mortgage loan products
placed in television, radio, print, and online media during the 2015 calendar year. Our sample was
drawn from the Competitrack database,* which monitors and collects ads from 22 different types
of media,” including traditional television, radio, and print and also online ads (for example, online
banner display, online video) from all major markets in the United States and in 60 other countries.
We selected ads that ran in U.S. markets anytime during 2015 in the mortgage or home equity
product categories and that had been placed in general media or in multicultural media targeted

to the African-American or Hispanic/Latino markets.® The resultant sample included all 1,358 ads
that Competitrack reported during 2015 in the mortgage loan/home equity product categories. Of
those ads, 246 were placed in African-American media and 192 in Hispanic/Latino media; all other

* https://homepage.competitrack.com/us-creative-monitoring.

> These media include television—network, cable, syndicated, spot; newspapers—national, local; magazines—national,
local, trade, newspaper distributed; free-standing inserts; retail circulars; radio; outdoor; alternative out-of-home; online
display; online video; mobile; cinema; viral; opt-in e-mail; direct mail.

® Competitrack offers multicultural reporting from national and local Hispanic/Latino and African-American media, using
the same message-content tracking as with general market media. See https:/homepage.competitrack.com/multicultural-
advertising.
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ads were placed in general media outlets. Spanish language ads were translated using the backward
and forward translational method recommended by Brislin (1980), in which an experienced
translator (one of the authors) initially translated the message from Spanish to English and another
translator (a native Spanish speaker) verified the translation.

A combination of qualitative and quantitative methods was employed to evaluate the messages.
Content analysis is widely used in consumer and public policy research to understand the message
meanings, understand the possible impacts of media, and to gain insight into societal attitudes
(Kolbe and Burnett, 1991; Shoemaker and Reese, 1996). We performed a content analysis of

the ads using a deductive approach based on the framework developed by Perry and Motley
(2009). This framework identified four key themes in mortgage advertising, which varied in two
dimensions—(1) the message frame and (2) the informational versus transformational content.
We applied this framework using MeaningCloud qualitative data analysis software.” We used
MeaningCloud’ Topics Extraction tool, which extracts salient elements from unstructured text,
such as advertising slogans, taglines, and narrative content. This detection process is based on
statistical classifications and rule-based filters that are used to analyze narrative text material

based on its morphological, syntax, and semantic structure (MeaningCloud, 2015). In addition,
the MeaningCloud Topic Extraction tool was used to identify the central topic of the ad’s headline
and narrative description (for example, home, dream, Obama, discount, rate, consolidate, bills,
expert, adviser, stress). The sentiment analysis feature of this tool classifies the polarity of the
message (positive, negative, or neutral) and the objectivity versus subjectivity of the content. These
classifications roughly corresponded to the framing and informational dimensions described in the
Results section and were used to aid in the assignment of ads to thematic categories. In addition,
ads identified as subjective by MeaningCloud were evaluated and coded as informational versus
transformational. Because these groupings are not mutually exclusive, an ad could have multiple
themes. For purposes of the qualitative analysis, however, emphasis was placed on the central

or main message presented in an ad (for example, the headline or tagline, a tagline attached to a
picture, large versus small print, the first phrase in a voiceover) rather than on all of the messages
in the ad. After ads were coded into thematic categories, we interpreted each theme, developed a
descriptive characterization, and selected illustrative examples (Coffey and Atkinson, 1996; Miles
and Huberman, 1994).

After these ads were assigned to thematic categories, we performed frequency analyses of ad
themes and cross-tabulations by media target market, which are presented in exhibits 1 and 2.
Exhibit 1 shows results for the entire sample. Because nearly one-half of the ads were online
display ads dominated by a single company, we repeated this analysis after omitting those online
ads. Exhibit 2 shows findings from this subsample of 509 ads.

" https://www.meaningcloud.com/.
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Exhibit 1

Mortgage Loan Advertising Themes by Target Market (total sample)

Advertising Theme
Tar Negative/  Positive/
get Market . . Transfor- Brand/ Government/ Total
Problem Opportunity Informational . .
) . mational  Trust President Sample
Framing Framing

General  Ads 58 237 46 144 164 162 811
(64.9%) % 7.2 29.2 5.7 17.8 20.2 20.0 —

African-  Ads 30 32 28 45 51 60 246
American % 12.2 13.0 1.4 18.3 20.7 24.4 —
(19.7%)

Hispanic/ Ads 13 25 35 31 40 48 192
Latino % 6.8 13.0 18.2 16.2 20.8 25.0 —
(15.4%)

Total Ads 101 294 109 220 255 270 1,249
(100%) % 8.1 23.5 8.7 17.6 20.4 21.6 —

Frequency missing = 108.

Statistic DF Value Probability
Chi-square 10 71.9483 <.0001
Likelihood ratio chi-square 10 70.7523 <.0001
Phi coefficient — 0.24 —
Contingency coefficient — 0.2334 —_
Cramer’s V — 0.1697 —

DF = degrees of freedom.

Exhibit 2

Mortgage Loan Advertising Themes by Target Market (sample, excluding online

display ads)

Advertising Theme

Target Market Negative/

Problem Opportunity Informational

Positive/

Transfor-

Brand/ Government/ Total

. ) mational Trust President Sample
Framing Framing

General  Ads 27 86 20 70 107 5 315
(62.38%) % 8.6 27.3 6.4 22.2 34.0 1.6 —

African- Ads 24 20 10 32 39 6 131
American % 18.3 15.3 7.6 24.4 29.8 4.6 —
(25.94%)

Hispanic/ Ads 6 8 12 12 16 5 59
Latino % 10.2 13.6 20.3 20.3 27.1 8.5 —
(11.68%)

Total Ads 57 114 42 114 162 16 505

% 11.3 22.6 8.3 22.6 32.1 3.2 —

Frequency missing = 24.

Statistic DF Value Probability
Chi-square 10 37.9193 < .0001
Likelihood ratio chi-square 10 33.7293 0.0002
Phi coefficient — 0.274 —
Contingency coefficient — 0.2643 —
Cramer’s V — 0.1938 —_

DF = degrees of freedom.
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Findings

To determine if a relationship exists between the ad theme and the target audience, we performed
chi-square tests of association. These results are reported in e